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And if the notion of ‘physical risks’ focuses primarily on the tackling of material consequences of the human activity;
the two latter types of risk relate to their origin and possible global solutions. Tied up with the objective of restricting
climate change to 2°C above pre-industrial levels, liability and transition risks serve as a source of mobilization and,
thus, of a possible mitigation of climate change.
 
Liability / Legal risks
While in his speech, Mark Carney states only the “third party liability risks” in the insurance sector referring to claims
that “could be brought if those who have suffered losses show that insured parties have failed to mitigate risks to the
climate”, climate-related liability is actually a pan-sectorial transnational intergenerational phenomenon implicating
both private & public economic agents.
 
Generally, climate legal risks can be defined as legal risks that accompany a decision, of a public or a private agent,
which is either affected by or affects climate change. For the private industry such risks are bound to the obligation to
respect the law as well as to commit to the fiduciary duty. For the public authorities such risks emerge from their
responsibility to preserve constitutional rights to a stable climate on behalf of both present & future generations of
their citizens.
 
These liabilities give rise to the climate justice concept[1] expanding gradually with an annually increasing number of
cases in a wide range of jurisdictions (including multiple jurisdictions litigation) with Claimants being individual citizens,
groups, associations or governments. Here, solitary legal actions form together a real global legal force standing up for
Climate:
    ➞ Public authorities are attacked with an objective to enforce or clarify the application of climate law, to implement
recovery plans including actions to force fossil fuels to remain in the ground;
    ➞ Private companies are brought to court in order to oblige them to act on climate change or to compensate related
climate damages.
 
Thus, climate change legal risks can significantly impact not only corporate financial health in case of litigation, but the
economy as a whole. Besides, the materiality of these risks has not yet been firmly determined. For the private
industry, approximate estimations range from less than <1% to a multiple of an oil & gas company’s annual income
(Source: 2°ii). The impact scale of these risks is unpredictable.
 
Facing the uncertainty of a mutating public climate policy, the liability risk and the urgency to make decisions, private
companies are paying heed to investors integrating climate issues in their investment decision-making and are
opening up towards such investment practices as sustainable & responsible investment, climate bonds or direct
investor involvement in a company’s climate strategy – active ownership, when investor, as an owner of company
assets, converses with the firms on the amelioration of their climate engagements (see our papers “The role of capital
markets in the LCCR transition: the case of green bonds” and “Monitoring systems for assessing and aligning climate-
compatible investment portfolios). These investment tactics induce companies to be more transparent and active in
the transition to a low-carbon economy.

CLIMATE-RELATED RISKS FOR THE FINANCIAL
SECTOR: HOW THE PHYSICAL, LIABILITY AND
TRANSITION RISKS OF CLIMATE CHANGE CAN
ENACT THE LCCR TRANSITION

The ‘Tragedy of Horizons’ highlighted by Mark Carney, Governor of the Bank of England and Chairman of the
international Financial Stability Board, during the Lloyd’s ceremony on the 29th of September 2015, unveils the
importance of facing the Climate Change Challenge with a comprehensive approach covering the integrity of related
physical, liability and transition risks.
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CLIMATE-RELATED RISKS FOR THE FINANCIAL SECTOR: 
HOW THE PHYSICAL, LIABILITY AND TRANSITION RISKS OF
CLIMATE CHANGE CAN ENACT THE LCCR TRANSITION

Generally, stranded assets have been defined as ‘assets that have suffered from
unanticipated or premature write-downs, devaluations or conversion to
liabilities’ (definition by Caldecott and McDaniels, 2014). or example, fossil fuels-
oriented companies are risking losing their value as the extraction and the
exploitation of some of their fossil fuels resources will be roughly limited by
climate-related regulation as well as economic initiatives (eg. carbon pricing) and
renewable energy market development; these resources will become
unburnable or stranded. 
As to ‘stranded’ character of overall carbon-intensive assets, the global carbon budget for the period 2010-2050 is
admitted being 565-886 billion tons of CO2. (Carbon Tracker, 2011 & 2013) This represents 5 times less the value of
reserves treated today on global markets. Aiming for the 2°C target that implies the respect of the global carbon
budget, 80% of the known carbon-intensive reserves owned by the world’s largest listed fossil fuels companies could
not be burnt, they would remain stranded in the ground.
 
The financial materiality of stranded assets risks in a transition to a 2°C world is estimated differently depending
on a chosen sector, methodology and policy assumptions:

Transition risk / Stranded assets
“The transition to a low-carbon economy implies that a wide range of carbon-

intensive assets would become ‘stranded’.” (ESRB, February 2016)
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world’s proven reserves of
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Carbon budget
estimated by IPCC

USD 304 bn by 2035
 

Amount of stranded assets
estimated by IEA (2014)

USD 50 bn in power generation,
USD 400 bn in gas,
USD 600 bn in coal

 
Amount of stranded assets by
2035 estimated by CPI (2014)

OR OR

This actual financial materiality of stranded assets risks transverses global market and represents for companies at
risk concrete losses associated with the capital wasted in search of more reserves and, as a side effect, missed
opportunities, with the impoverishment of funding due to investors’ divestment practices or with the poor corporate
management lacking carbon risk awareness which would entail public “stigmatization”; altogether possibly
accompanied by a sharp market crisis and an abrupt business model destruction.
 
Neither stranded assets risks shy away from investors. On the contrary, with the price of companies’ shares being
calculated under the assumption that ALL fossil fuel reserves will be consumed, without considering the carbon
budget forecasting, investors risk to face a real carbon bubble in quite a near future. Moreover, embodied in
conventional widely applicable fossil fuel-heavy indices still representing common performance benchmarks to
investors’ portfolios, stranded assets risks form a potentially severe systematic risk[2] to financial markets. As the
notion of ‘systemic risk’ is still attached to routine backward-looking performance indicators and short-term
strategies still prevail on financial markets, stranded assets risks could become a tremendous threat for many ‘old
style’ investors in the ongoing transition to a low carbon economy.

Source : Schoenmaker & van Tillburg, 2016, based on UK
Prudential Regulation Authoriy, 2015

Today, to fully assess and to tackle the
potential for systemic risks when it
comes to the global economy, financial
markets or individual investor or
company, there is a need for economic
agents to integrate climate change risks
in their everyday decision-making in a
conscientious, strategic, comprehensive
way. Such cooperative ambition to set to
zero climate change liability and
transition risks would allow to ‘curb’ the
origin of climate change and to give way
to possible solutions.
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Annex 2 – References
 
- [1] The Task Force (TCFD) adopted the following definition of climate change justice: ‘To ensure communities, individuals
and governments have substantive legal and procedural rights relating to the enjoyment of a safe, clean, healthy and
sustainable environment and the means to take or cause measures to be taken within legislative and judicial to mitigate
sources of climate change and provide for adaptation to its effects in a manner that respects human rights.’ The Climate-
related litigation represents the means to assert these rights.
 
- [2] Systematic risk is inherent to the entire market or an entire market segment. Systematic risk affects the overall
market, not just a particular stock or industry. This type of risk is both unpredictable and impossible to completely avoid.
Some stock exchanges have today an estimated 20-30% of their market capitalization connected to fossil fuels (Source:
Carbon Tracker, 2013).
 
- ‘Carbon Asset Risk: from rhetoric to action’, Carbon Tracker Initiative, 2016
 
- ‘Climate, Carbon and Stranded Assets’ Report by the SSE (Sustainable Stock Exchanges Initiative), 7 December 2015
 
- ‘Climate Justice: The international momentum towards climate litigation’, CJP, 2016
 
- ‘Divestment and Stranded Assets in the Low-Carbon Transition’, Background Paper for the 32nd Round Table on
Sustainable Development, OECD Headquarters, Paris, 28 October 2015
 
- ‘Financial Impact of the Low-Carbon Transition’ Report by The Climate Policy Initiative (CPI), 2014
 
- ‘Half of World’s Top 500 Investors Ignoring Climate Risks’ Report Overview, May 2016 published in the ‘Newsroom’ of
UNFCCC, Report produced by the AODP (Asset Owners Disclosure Project)
 
- ‘Reviewing The evidence: 10 questions for the FSB (Financial Stability Board) Climate Disclosure Task force’ Working
Paper by 2 Degrees Investing Initiative, 28 January 2016
 
- ‘Speech given by Mark Carney, Governor of the Bank of England, Chairman of the FSB ‘Breaking the Tragedy of the
Horizon – climate change and financial stability’, Lloyd’s of London, September 2015
 
- ‘Too late, too sudden: Transition to a low-carbon economy and systemic risk’ Report by a group of the ESRB (European
Systemic Risk Board) Advisory Scientific Committee No6, February 2016
 
- ‘Unburnable carbon’ Reports by Carbon Tracker Initiative in 2011 and 2013
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- 2°ii (2° Investing Initiative): a ‘multi-stakeholder think tank working to align the financial
sector with 2°C climate goals.
 
- Carbon Tracker Initiative is an independent financial think tank which provides in-depth

Annex 1 – Key stakeholders & initiatives

analysis on the impact of climate change on capital markets and investment in fossil fuels, mapping risk, opportunity
and the route to a low carbon future.
 
- CJP (Climate Justice Programme): an independent not for profit, non-government organization that uses the law to
expose environmental and human rights issues relating to climate change.
 
- ESRB (European Systemic Risk Board): core part of the European System of Financial Supervision working on the
macroprudential oversight of the EU financial system and the prevention and mitigation of systemic risk.
 
- TCFD (Task Force on Climate-Related Financial Disclosures): launched by the Financial Stability Board (FSB), it has
developed guidance for voluntary, consistent climate-related financial risk disclosures for use by companies in
providing information to investors, lenders, insurers, and other stakeholders.


